Abstract. The purpose of this study is to examine the effect of a modified audit opinion on the debt contract (interest spread, loan size, covenant, collateral, and loan maturity). Samples of this study are credit facilities obtained by listed firms in 2013-2016 with total observations of 660. Results of this study show that in general there is limited effect of modified audit opinion on debt contract. We do not find type of modified audit opinion causes higher interest rates. Modified audit opinion has significant effect on reducing the number of financial covenants. We only find evidence that material uncertainties type of modified audit opinion causes higher general covenant. We also only find evidence of the effect of modified audit opinion on loan maturity for going concern opinion type. Modified audit opinion does not affect loan size and the possibility of the need collateral in the debt contract. The insignificant results of modified audit opinion on debt contracts maybe due to lenders in Indonesia still use soft information (relationship lending) rather than hard information.
Introduction
An audit report is the auditor's primary way of communicating with users of financial statements, of information found by the auditor when conducting the audit process [1] .In the process of assessing whether the financial statements have been presented fairly, the auditor has an important role which reflected in the form of an audit opinion.
In this study, audit opinion is divided into two, namely the unmodified audit opinion that the financial statements have been presented fairly and in accordance with existing accounting standards and modified audit opinion which consists of unqualified opinion with explanatory paragraph, qualified opinion, adverse opinion, and disclaimer opinion. The difference between unmodified audit opinion and modified audit opinion is that in the modified audit opinion there is a paragraph explaining why giving such opinion which is inconsistency in the use of accounting standards, the emphasis of material uncertainty, and opinion on the going concern [2] .
Several previous studies [3] on modified audit opinion focus on market reaction to those opinions associated with equity investors. However, modified audit opinion also uses information from financial reports and audit reports. Financial institutions every day lend money to companies taking into account information from financial statements [4] . In that case the lenders become the primary financial statement user whose credibility is affected by the audit report, this is because lenders use financial statements as major factor in the credit decision [5] .
According to Chen [2] the information in the financial statements is usually used in debt contracts. Contract terms often use a lot of accounting numbers in the financial statements that are used to monitor the performance of the company. Lenders should react with a modified audit opinion in determining and monitoring the provision of credit as the audit opinion provide additional information about the company's financial condition [2] .
Based on this background, this research will examine the effect of modified audit opinion on debt contracts. Debt contracts examined in this study consist of interest rates, loan size, covenant, collateral, and loan term. Modified audit opinion will be further grouped into two major groups that are caused by inconsistency and inadequacy. Inconsistency then also subdivided into two that are caused by changes in accounting standards and restatements. Inadequacy is divided into material uncertainty and going concern. This study conducts similar study with that of Chen [2] use listed companies in USA as samples, and this study examine listed firms in Indonesia. In USA where the characteristics is market-based financial system, Chen [2] find significant effect of modified audit opinion on debt contracts. Whereas in Indonesia has different characteristics, which is bank-based financial systems. Therefore it is interesting to examine whether the results also hold in market with bank-based financial systems. There is a study in Indonesia examining the effect of modified audit opinion on debt contract [6] . The difference is that this research not only examine loan size but also other contracts terms that is interest rate, covenant, collateral, and loan term. In addition, type of modified audit opinion used are also grouped into several types as explained before.
Literature Review and Hypotheses Development
Lenders incorporate covenants in the debt contracts to limit management decisions that will harm the lender [7] .When associated with monitoring, [8] suggest that debt financing can improve the monitoring mechanism that will reduce agency costs within the company. This is because monitoring is also done by the lender. Jensen and [7] suggest that a growing number of debt contracts that rely on accounting numbers will lead to demand for higher quality audits.
The audit report is a key way for the auditor to convey their degree of certainty, that the financial statements have reflected the company's economic activity [2] . Broadly speaking, audit opinion can be grouped into two types, namely unmodified audit opinion and modified audit opinion. In this study modified audit opinion is grouped into four types, that is, unqualified opinion with explanatory paragraph, qualified opinion, adverse opinion, and disclaimer.
Modified audit opinion then is divided into two: inconsistency and inadequacy. Opinion on inconsistencies reflects the difficulty of comparing the company's financial statements annually, which is one of the considerations for lenders. This is in accordance with Kent and Munro [9] ,the main thing that the lender is concerned about is reliable, useful and comparable information. Inconsistencies are then subdivided into two, which are caused by changes in the use of accounting principles and restatements. Changes in the use of accounting principles affect the comparability of financial statements. The restatement reflects that the information possessed by the previous lenders becomes inaccurate, making it necessary to do a risk assessment again [10] . Some restatements in financial statements relate to complex transactions or deliberate manipulation [11] The restatement also provides a question of the credibility of the company's financial statements in the future [12] . According to Chen [2] although information relating to changes in the use of accounting principles and restatements is contained in the notes to the financial statements, the auditors have their own considerations as to why it should be presented in the audit report. This happens because not all changes in the use of accounting principles or restatements on the notes to the financial statements will be reported in the audit report. Opinion about inadequacy is subdivided into two components: going concern and material uncertainty.
Opinions about going concern reflect that key assumptions in an accounting model have been violated while material uncertainties illustrate future unknown economic decisions [2] .
The purpose of the use of debt covenant is to tighten decision-making and investments that reduce the value of claims of debtors (DeFond and Jiambalvo, 1994). [13] Ball, Bushman, and Vasvari divides covenant into financial covenants and general covenants. Financial covenants identify the set ratios and figures contained in the financial statements. The general covenant usually deals with the activities of the company, such as tightened dividend payout policy and investment decisions [14] .
There are several studies examining the association of audit opinion on debt contracts. Firth [15] find that audit opinion related to going concern and asset valuation issues significantly affecting the decision in lending. Bamber and Stratton [16] show that when a company has a modified audit opinion, the loan officer will perform a more stringent risk assessment and demand a higher interest rate. In addition, the possibility to grant loans also decreased.
Graham, Li and Qiu [10] , find that compared to the loans obtained before the restatement, the loans obtained after the restatement have a higher loan spreads, shorter loan terms, and more stringent terms of agreement. Sormunen [17] examines the usefulness of qualified audit opinion of small and medium entrepreneurs on lending decisions. The result shows that bank employees assume that the qualified audit reports have information, but in their use it is not the main input for decision making.
Another study by Gomez-Guillamon [18] concludes that audit reports play an important role in decision-making for investment as well as lending. In addition, audit reports also affect the amount of money provided for investment and loans. Guiral-Contreras [4] show that qualified audit report is a useful evidence for loan officers. They also concluded that the audit report is used as a warning sign for loan officers to be more critical in making loan decisions.
There are also studies that find different results. Lin, Jiang, and Xu [19] find that modified audit opinion has no effect to the loan size in 1998 until 2004, however modified audit opinion began to have significant influence in 2005 and 2006. Niemi and Sundgren [20] find that modified audit opinion has no effect on loan size.
Chen [2] examine the effect of audit opinion on the debt contract (interest spreads, loan size, covenants, collateral) in the United States. The results show that compared to loans obtained after unqualified audit opinion, loans obtained after a modified audit opinion have a relationship with higher interest spreads, less financial covenants, more general covenants, less loan size, and more needs of collateral.
In Indonesia, [6] Cahyaningrum and Fitriany find that audit opinion does not have an economic impact on the company because it is not used by banks and financial companies in lending decisions unless a company gets unqualified opinion with an explanation paragraph concerning going concern and disclaimer.
According to Blackwell [21] companies that have been through the audit process have a lower interest rate than the company that has not been audited. This is because the audited financial statements have better quality. If a modified audit opinion communicates the quality of a company's financial statements or credit risk, the lender should respond by providing a higher interest rate to reflect a higher credit risk. H1: New loan obtained after modified audit opinion is issued have a higher loan spreads than new loans obtained after unqualified opinion is issued Accounting information and ratio information in financial statements are widely used as a means of monitoring the performance of borrowers. This can be done if there is certainty that the financial information reflects the actual performance of the company. If the figures in the financial statements are not considered reliable then the borrower may use more general covenants governing the activities of the borrower [2] .Moreover, according to Czerney [22] , if the opinion of inconsistency is an indicator to have the possibility of subsequent misstatement, then the financial covenant cannot be used as a tool to monitor the borrower. H2: New loan obtained after modified audit opinion is issued have a lower financial covenants and higher general covenants compared to new loans after unqualified opinion is issued If the audit report indicates a risk in the company, then the borrower will provide a lower loan amount, requires collateral, and shorter loan term [2] . H3: New loan obtained after modified audit opinion have lower loan size, require collateral, and shorter loan term compared to new loans after unqualified opinion issued.
Research Method
The research model used in this study is based on Chen et al. (2016) Loan Terms represents a specific debt covenants, i.e. interest spread, number of financial covenants, number of general covenants, loan size, collateral, and maturity. Interest spread is the interest rate of each credit facility less the LIBOR rate. The company is said to have a financial covenant if the company must comply with the requirements relating to the company's financial ratios in each credit facility. If the credit facility has financial covenant and not explained the amount will be used financial covenant from other credit facilities with the same lender. If the credit facility has financial covenant and not explained the amount and no other credit facilities from the same lender will be assessed by having a financial covenant. The company is said to have a general covenant if it has the requirements to be followed which regulate the economic activities undertaken by the company. If the credit facility has a general covenant and no information is available, the general covenant of another credit facility with the same lender will be used. If the credit facility has a general covenant and not explained the disclosure and no other credit facilities from the same lender, then it will be assessed as having a general covenant. Collateral is an indicator variable related to whether the credit facility requires a collateral, 1 if the loan requires collateral and 0 if otherwise. Maturity is the time span of the loan received until the due date of loan repayment. Loan size is calculated with natural logarithm of loan size.
MAO is an indicator variable of modified audit opinion where 1 if the company gets a modified audit opinion and 0 if otherwise. AfterMAO is an indicator variable of 1 if the company currently receives an unqualified opinion, but gets a modified audit opinion at least once in the previous three years and 0 if otherwise.
In addition, this study also examines the effect of type of MAO on the debt contract.MAO is group into Inconsistency (1 if described in the audit report that there is accounting change or restatement and 0 if otherwise), Inadequacy (1 if described in the audit report that there Material uncertainty or Going Concern issue and 0 if otherwise).
There are several control variables included in the research model. Number of lenders (NUMLDRS) in the syndicate loan is included because more parties participating in syndicate loan the higher the quality of the borrower [2] . Institutional Investor (INSTITOR) is an indicator variable (1 if credit facilities obtained from non-financial institutions and 1 if otherwise). REVOLVER is an indicator variable related to credit facilities received by companies of revolving type. SIZE represents company size, as smaller companies tend to have higher default risk. LOANSIZE is also included for loan spread model because larger loans tend to have a smaller interest rate. Financial leverage (LEV) is Long term debt divided by total assets. PROF is measured from EBITDA divided by total assets. This is included because usually companies with high profitability will have a low risk of default and can get lower spread. TANGIBILITY is tangible assets divided by the total a set. MTB are the market capitalization divided by total equity. ABACR is the absolute value of discretionary accruals calculated using the Jones model [23] . CFVOL is the standard deviations from quarterly cash flow from operating activities divided by total assets.
This study uses a sample of new loans obtained by nonfinancial sector companies in the period 2013 to 2016. Sample selection criteria are as follow: (1) The company is listed on BEI in 2013 to 2016; (2) Nonfinancial institutions; (3) has audited financial statements from 2013 to 2016; (4) received modified audit opinion at least once in 2013 until 2016; (5) obtained credit facilities in 2013 to 2016; (6) Credit facility information is described in the notes to the financial statements. Based on sampling criteria, we have 660 total observations as shown in Table 1 . Table 2 shows descriptive statistics of variables. Based on Table2, the average interest rate on the credit facility is 0.0822. The credit facility having an amount of general covenants maximum of 27 and financial covenants maximum of 6. Around 47.27% received modified audit opinion in the previous year before new loan. The proportion of MAO in this study is greater than that of , which has a proportion of 37.8% MAO. Modified type of audit opinion that is most is ACCTCHG of 28.64%. While the least type of modified audit opinion is material uncertainty has a frequency of 2.88% of the 660 observations. The regression results are presented in Table 3 -Table 8 . From those tables, MAO only has significant effect on financial covenant other dependent variable is not significant. It is different with the results of Chen [2] . However, these results are consistent with Houghton [24] and Miller and Smith [25] that the results of audit have no economic impact on the debt contract. Johnson [26] , also find that audit report does not affect lending decisions. Carter (1984) also finds that audit services does not affect the interest rate lending.
Results
This results maybe because some of the information described in an explanatory paragraph has been described in the notes to the financial statements and lenders use other data such as the characteristics of the loan and the characteristics of the company. Houghton [24] also explains that information from audit report is not able to compete with that from e other resources. In this study the characteristics of the loan and companies are also included in the testing in control variables and most have a significant effect.
Variable INCONSISTENCY affect negatively for general covenants and interest rate in the negative. The same results also hold for ACCTCHG and RESTATEMENT variables that also affect general covenants negatively. Number of credit facilities without information on covenant 473
Total observations 660 0.0000 0.0000 0.0000 R-squared 0.3410 0.3426 0.3435 *** = significant at 1%; ** = significant at 5%; * = significant at 10% 1570 *** = significant at 1%; ** = significant at 5%; * = significant at 10% 0.0000 0.0000 0.0000 R-squared 0.3169 0.3175 0.3180 *** = significant at 1%; ** = significant at 5%; * = significant at 10% 0.0000 0.0000 0.0000 R-squared 0.2669 0.2680 0.2704 *** = significant at 1%; ** = significant at 5%; * = significant at 10% 2077 *** = significant at 1%; ** = significant at 5%; * = significant at 10%
These results are contrary to the study of Chen [2] . For ACCTCHG, could be due to in Indonesia there are many new accounting standards which begin effective. In 2015, there are new and amendment of accounting standard effective for the year. This resulted in the type of modified audit opinion which is not the results of an aggressive accounting policy, but due to the need to comply with the standard. These circumstances make the use of general covenants decreased due to no evidence of less credibility of the information in the financial statements.
For variable RESTATEMENT also have a negative effect on the general covenants and interest rate. This means restatements interpreted as good news. Palmrose, Richardson, and Scholz [27] , suggest that, although uncommon, the effect of the restatement of financial statements interpreted as good news if the restatement is causing an increase in revenue.
MU variables also affect general covenants positively. This means that when companies get MAO caused by a material uncertainty in the business, the amount of general covenants in the credit facility will be increased. The company controls a potential loss due to uncertainty about the company's business through general covenants [2] .
INADQCY affect the dependent variable only financial covenant and the effect is negative. MU variables that also affect financial covenant negatively. The results are in line with what was predicted that the decline in the quality of financial information reflected in the audit report, the lender will reduce the requirements of the agreement that rely on the numbers in the financial statements [2] . That is because the figures used in the financial covenants derived from the financial statements cannot be used by lenders to monitor and control the company due to the declining credibility of financial statements.
For GC variable, this variable only has negative association with loan maturity. This meant that when the company gets MAO caused by going concern will affect in decreasing loan maturity. This is in accordance with Diamond [28] . A company that has a high risk, in this study who received gets going-concern opinion, will have a term of the loan is lower than the company that has a low risk.
Based on above results, we can conclude that hypothesis 1 is not supported because there is no significant evidence that modified audit opinion increase the interest spread. Hypothesis 2 is also only partially supported as modified audit opinion has significant on reducing the number of financial covenants. We only find significant effect of modified audit opinion on the number of general covenants in case material uncertainty. Hypothesis 3 is also only supported for going concern opinion on loan maturity. There is no significant evidence that modified audit opinion affect the collateral and loan size in the loan contract.
The possible explanation on these results may be due to lenders in Indonesia still relies heavily on soft information, instead of hard information. According to Baas and Schrooten [29] , soft Information using relationship lending technique that is credit distribution based on belief system and relationship that has been built well between Bank and companies, so that information can be accessed more easily by bank. While for the hard information is based on: 1) Financial Statement Lending, i.e. by using financial statements, 2) Assets Based Lending i.e. by using information related to assets that are used as collateral, 3) Credit Scoring, using the available financial data assessed on the credit score.
As explained earlier that the possible cause of insignificant effect of modified audit opinion because lenders pay more attention to other data sources, namely the characteristics of the loan and the characteristics of the company. In this study, the control variables of the research model are the characteristic of the loan and the characteristics of the company.
Variable interest rates have a negative effect on the financial covenants and a positive influence on the general covenants, consistent with Costello [30] . This variable also negatively affects the loan amount, consistent with Beatty [31] .The interest rate has a positive effect on the term of the loan and the need for collateral. According to Karjalainen [32] , high interest rates will increase the need for collateral. The interest rate also has a positive relationship with the term of the loan, because lenders require a liquidity premium for the loan period is longer, and thus higher interest rate [10] .
LOANSIZE have a positive effect on the term of the loan. This result is consistent with Graham [10] . Regarding relations with financial covenants, the results are consistent with previous studies [2] [10] . Thus the need for collateral does not replace the need for financial covenants in the credit facility [30] . The longer loan term will require collateral [33] .
NUMLDRS positively associated with financial covenants, the loan amount and term of the loan, and negatively with interest rate. These results are consistent with of Chen [2] . Increasing number of lenders in the syndicated loan will increase the number of financial covenants as more and more problems asymmetric information that should be monitored [30] . The loan amount and term of the loan increases if the number of lenders are higher, while the interest rate will be lower because of the risk of the spread of credit facilities to each lender. Variable INSTITOR positive effect on interest rates, this is because these loans have higher agency cost of debt than usual credit [30] .
Company size and profitability positively effects financial covenants and negative to the general covenants. This means that information about the numbers in the financial statements in a large reliable company so that financial covenants can be used as a reference in monitoring the companies [30] . Company size and profitability negatively affect the interest rate and the need for collateral and positive relationship on the loan amount, consistent with Chen [2] .This is because lenders see a large company is a company that has a low risk [34] .
LEV has a positive relationship with the financial covenants in support of Graham [10] and positively related to the term of the loan [35] [36] [37] . LEV variable is negatively related to the interest rate. According to Karjalainen [32] it can be due to the interest rate can be increased due to the level of leverage, but the company will also reduce the level of leverage in line with interest rate increases. Variable tangibility has a negative effect with the number of loans and a positive relationship with the term of the loan. Companies with low tangibility will make the loan amount obtained when the company went bankrupt low because only a company's assets that will be acquired lender [10] . This result is consistent with Graham [10] and Chen [2] .
Conclusion
This study aims to examine at the effect of a modified audit opinion on the company's debt contractual arrangements. Results of this study show that in general there is limited effect of modified audit opinion on debt contract. We do not find evidence that type of modified audit opinion causes higher interest rates. Modified audit opinion has significant effect on reducing the number of financial covenants. We only find significant effect of modified audit opinion on the number of general covenants in material uncertainty case. We also only find supporting evidence on loan maturity for going concern opinion. Modified audit opinion does not affect the possibility of the need collateral and loan size in the debt contract. These results may be due to lenders relies on soft information rather than hard information.
This study has several limitations. First, we do not include variable related to auditor characteristics (such as audit tenure) that may affect lenders decision whether to incorporate audit report information in their lending decision. As lenders may rely on soft information, future studies may include variables that capture the soft information into research model.
